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FOREWORD
ULLETIN N O . 1 issued by the committee on auditing procedure,

B

"Extensions of Auditing Procedure," contains the following
statements:
" (A) That hereafter, where the independent certified public
accountant intends to report over his signature on the financial
statements of a concern in which inventories are a material factor, it should be generally accepted auditing procedure that, in
addition to making auditing tests and checks of the inventory
accounts and records, he shall, wherever practicable and reasonable, be present, either in person or by his representatives, at the
inventory-taking and by suitable observation and inquiry satisfy
himself as to the effectiveness of the methods of inventory-taking
and as to the measure of reliance which may be placed upon the
client's representations as to inventories and upon the records
thereof. In this connection the independent certified public
accountant may require physical tests of inventories to be made
under his observation.
"In cases where the inventory is determined solely by means
of a physical inventory at the end of the accounting period (or
at a date prior or subsequent thereto but within a reasonable
time thereof, with adequate records supporting the interim
changes), it will ordinarily be necessary for the foregoing procedures to be followed at that time.
"In cases where the concern maintains well kept and controlled perpetual inventory records supported by (1) a complete
physical inventory at a date not coincident with the balancesheet date, or (2) physical inventories of individual items taken
from time to time so that the quantity of each item on hand is
compared with the inventory record for that item at least once
in each year, it will be satisfactory to undertake the procedure
outlined at any interim date or dates selected by the auditor, his
purpose being to satisfy himself as to the credibility of the perpetual-inventory records and whether they may be relied upon
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to support the inventory totals as shown on the balance sheet. —
"It should be clearly understood that in undertaking these
auditing procedures regarding inventories, the independent
certified public accountant does so for the purpose of satisfying
himself as to the credibility of the representations of the management regarding quantity and condition and does not hold
himself out as a general appraiser, valuer, or expert in materials."
Several questions bearing upon the interpretation of these statements contained in "Extensions of Auditing Procedure" and relating to procedures applicable in specific cases, have been directed to
the committee. The committee believes that an expression of its
views on these questions will be helpful to practicing accountants
and other interested parties and accordingly has set them forth herein. In general it is the committee's view that the procedures outlined
in the individual cases described meet the requirements of generally
accepted auditing standards.
I . MATERIALS STORED IN PILES (SCRAP IRON, IRON O R E , ETC.)

Query: What can the independent auditor do to satisfy himself that
quantities of materials stored in piles have been fairly
determined
where external measurement or survey of the piles may be inadequate
for the following reasons: (1) the ground on which the pile rests
may not be level; (2) the material may comprise both heavy and
light metal, making it impracticable to use a common measure of
weight per unit of volume; (3) the extent to which the pile has sunk
into the ground may not be determinable; or (4) the density of the
pile may not be uniform due to a variety of shapes causing uneven
packing?
While physical confirmation of quantities by the independent
auditor would not be practicable and reasonable in such circumstances, there may nevertheless be other factors which may guide him
in either accepting or declining to accept the representations of his
client.
One such factor may be the operating and accounting practices of
the client in respect of the piles. A company, for instance, may operate more than one pile of material under an arrangement whereby
no pile is increased by adding more material after withdrawals of
materials have once started. In this way, one or more piles will continuously grow by receipts without any diminution by withdrawals,
while a previously completed pile will be drawn upon. Every pile
in turn will be completely liquidated, whereupon a check can be
made upon the accuracy of the record of its content and usage.
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Under such conditions, the auditor would have available for his
examination information showing adjustments which have been
necessary in the past in respect of completely used piles. This will
be valuable evidence bearing on the accuracy of the records and on
the credibility of the management's representations based thereon.
His further examination would include auditing tests and checks of
the stock pile records to the extent indicated by the internal control.
On the other hand, a company may operate one or more piles, each
of which may undergo concurrently additions for material received
and withdrawals for material used. In such a situation the company's
procedure does not permit adequate periodic corroboration of stock
pile records, and this fact should be suitably disclosed if the amount
is material and there is not adequate supporting evidence of some
other character by means of which the auditor can satisfy himself.

I I . INVENTORIES OF PACKAGED MATERIALS (BARRELS, BOXES, OR BAGS)
STACKED IN SOLID FORMATION

Query: What, if any, special procedures should an independent
auditor adopt in the case of large quantities of packaged materials
stacked in solid formation?
The independent auditor sometimes encounters a situation where
packaged materials contained in barrels, boxes, or bags are stacked
in a solid formation of considerable width and depth. In such cases,
the possibility of fraud perpetration exists by means of a so-called
"hollow square" within the allegedly solid formation.
It should be borne in mind that physical stock taking is not the
sole evidence on which the auditor bases his opinion. T h e physical
stock taking and the records are complementary and each corroborative of the other. Where the records are defective or not supported
by adequate internal check and control, the physical inventory is
the principal source of reliance. On the other hand, where the reverse situation exists and especially where "staggered" inventory
checks are made, the physical inventory is primarily a check on the
records. T h e possibility of fraud under these conditions is minimized.
For example, a sugar refinery which kept its raw sugar (in bags)
in separate piles for each lot, had received into its bonded warehouse
within two weeks of the inventory date a cargo of raw sugar. The
auditor had the evidence of the stock records, the receiving records,
the invoice and other documents as to the quantities involved. H e
was also satisfied from his inquiries in the warehouse that the sugar
had only recently been received and put in its present location. By
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means of this evidence and his own inspection he was able to satisfy
himself without further precautions against a "hollow square."
In other circumstances, where the amount of the inventory involved is material and where the corroborative evidence is not so
strong, it may be an inescapable duty of the auditor to have someone
inspect the merchandise from above or to require the client to move
enough of the goods in solid formation to preclude the possibility
of the existence of a "hollow square." This latter type of inventory
situation emphasizes the need for the earliest possible planning by
the auditor with the client, as far in advance of the inventory date
as possible, in order that stacked goods may be so "deployed" as to
obviate the existence of a "hollow square."
It is not possible, in the opinion of the committee, to set up uniform procedures which will apply in all cases. The procedures must
be determined by the exercise of judgment in the light of all the circumstances of the particular situation.
I I I . CHAIN

STORES

Query: What audit procedures
are usually followed
by the independent auditor in his observation
of the taking of physical
inventories of (a) grocery chain stores and (b) chain stores selling
miscellaneous merchandise
at prices from 5 cents to $1.00 and
generally
known as variety chain stores?

In the first place, one can hardly speak of procedures usually followed, when different circumstances in different cases may naturally
call for variations in procedures; these case studies are illustrative
for the particular conditions recited in each.
In considering the inventory problems which arise in connection
with the examinations of the accounts of all types of chain stores, a
distinction must be made between the chains with a relatively efficient system of internal check and control carried out through the
head office organization and records or otherwise, and chains whose
system of internal check and control is limited. T h e scope of
the examination will depend to a considerable extent on the conditions existing in this respect.
In the case of chain store organizations having a large number of
stores or units, it is not practicable and reasonable for the independent auditor to observe inventory taking at many locations. He
must, therefore, devise or utilize a plan through which he can be satisfied as to the authenticity of the inventory records.
Practically all of the larger grocery chain store organizations maintain inventory controlling records at the head office and have a very

110

Case Studies on Inventories
close control by dollar amounts of inventories at individual locations.
T h e procedures outlined below were those adopted in an examination of the accounts of a grocery chain which operated over 800
stores served by a single central warehouse, and had an adequate
system of internal check and control. It maintained control of the
store inventories by the retail method, charging each store's inventory account with the selling price of merchandise shipped to the
store and crediting it with the sales proceeds, price reductions, etc.
In this instance, the company employed inventory crews, who, from
time to time throughout the year and at least three times annually,
visited all of the retail stores without previous notification to the
store manager and took the inventory at retail prices. The total
amount of the inventory as reported by the inventory crews was compared by a member of the head office organization with the store's
inventory account. If a large shortage or overage developed further
investigation was made. In addition, at the end of the fiscal year each
store manager under the general supervision of a district manager
took a physical inventory, also at retail prices.
The independent auditors satisfied themselves as to the physical
existence of the stores by seeing that bank deposits were made by each
store representing store sales, or by reference to reports of the inventory crews on the inventories they had taken, by review of tax
records, or by other available means.
Having in mind that the inventory in an average store was not
more than $5,000 and in view of the reliability of the book inventory
records and also the continuous check made by the inventory crews,
the independent auditors did not consider it necessary to visit the
retail stores to satisfy themselves further as to the authenticity of the
records, but they did visit a very few of the stores during the physical
stock taking for the sole purpose of substantiating the inventory
methods followed. At the fiscal year end they also observed the taking of the inventory in the central warehouse, which comprised a
large percentage of the total inventory.
As part of their examination at the head office they made a test
check of the store inventory accounts, and particularly of the controlling account, to satisfy themselves that goods shipped had been
charged to the stores and that goods reported as sold and credited
to the stores had been properly accounted for in cash or otherwise.
On the basis of evidence provided by the foregoing tests and methods of operation, the auditors were satisfied as to the reliability of
the inventory records.
Inventory procedures followed in the examination of the accounts
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of a grocery chain operating about 200 stores were somewhat similar
to those outlined above. The average store of this chain had an
inventory of about $2,000 while the super-markets had an inventory
of from $10,000 to $15,000 with rapid turnover in both types of store.
In this instance the head office records and control were good but the
work of the inventory crews was not as well organized as in the case of
the larger company. For this reason the independent auditors deemed
it advisable to visit ten representative stores during the course of the
periodical inventory check made by inventory crews or during the
year-end stock listing, at which time they observed or reviewed the
inventory procedures.
As to variety chain stores, inventory procedures generally differ
from those used by grocery chains for the principal reason that the
inventories usually consist of a much larger variety of items and are
greater in amount. Frequently also variety chain stores do not follow
the "retail method" of inventory control; they do not as a general
rule utilize the services of inventory crews to make periodic checks
throughout the year. Instead, they usually rely principally upon
physical inventories at the end of the fiscal year as taken by the store
manager, assisted by office, store and stockroom employees.
The procedures outlined below were those adopted in connection
with an examination of the accounts of a company operating about
200 variety stores. All store managers were notified to expect, at the
conclusion or during the progress of the physical stock listing, visits
from representatives of the head office, and possibly also from representatives of the independent auditors. Representatives of the
head office, or the managers of other stores acting as head office representatives, visited all of the stores and made test checks of the quantities listed, the prices, conditions of stock, etc., and then mailed or
delivered the inventory sheet to the head office. Store managers who
visited other stores for the test check were not notified of their assignments prior to the day of their departure for the location to be
checked. These measures were adopted for the purpose of providing
internal check and control in the inventory taking and for protection
against the possibility of collusion.
Representatives of the independent auditors visited certain of the
stores of the chain without previous notification to the store managers
as to the location of the stores to be visited. In such instances, the
representatives of the independent auditors, while cooperating with
the company representatives who were assigned to the store to test
check the quantities and mail the inventory sheets, were primarily
interested in observing the methods adopted by the company and
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satisfying themselves whether the protective measures provided were
carried out. In view of the careful organization necessitated by the
larger number of stores, the protective methods afforded and the control exercised by the head office on the inventory taking, and taking
into consideration the primary purpose of the independent auditors'
attendance at the stores, it was considered that in this case a visit to
eight or ten of the stores would be sufficient.
I V . D E P A R T M E N T STORES

Query: What is the usual audit procedure of the
independent
auditor in respect of observation of inventories of department stores?
As explained in the preceding answer dealing with "Chain Stores,"
these case study answers apply to the particular case discussed and
therefore cannot be considered so broad in application as the word
"usual" might imply.
T h e larger department store differs from the grocery chain store
and the limited price variety chain store from a physical inventory
point of view, principally in that it is not customary to take the entire
inventory in a single day or even in several succeeding days. For a
store which operates on a January 31st fiscal year it may be customary
to inventory furniture, other heavy goods, and some other merchandise immediately after Christmas, to inventory a number of
other departments during January and to inventory all of the remaining departments, representing the bulk of merchandise, during
the last week of January, but usually not on January 31st. In addition to the merchandise on the sales floor which is inventoried at
retail prices, there will be merchandise which is also inventoried
at retail prices in the departmental reserve stock rooms in the store,
as well as in one or more warehouses which may be at some distance
from the store; and there may also be advance purchases for following seasons (usually in the warehouses) which have not been marked
and which will be inventoried at cost. In some stores, the retail
inventories of a number of departments handling expensive merchandise, such as furniture and furs, are supplemented by unit control records and, in such departments, the pricing may be done from
the unit control records and not from the merchandise itself.
In one case of a large department store considered by the committee the foregoing procedures have been followed. Prior to
the commencement of the audit, the auditor agreed with the controller upon the plan of inventory taking. It was provided that
the physical count was to be supervised and controlled by the controller and not by the merchandise manager. Prior to inventory
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time, prenumbered sheets or tags were distributed to buyers in accordance with their requirements, based upon plans submitted,
showing prenumbered shelves, tables, and other fixtures. T h e physical count was made by teams of two employees, the one most familiar
with the stock calling and the other listing, the sheets being left in
the fixtures until all of the stock had been listed. When the listing
had been completed a representative of the controller's office made
independent test counts of a portion of the inventory, selecting the
items i n a manner to insure the testing of a representative cross section of the entire stock on hand. T h e sheets were then gathered by
the buyer or his assistant under the supervision of the representative
of the controller's office and were turned over to the controller for
extension and footing. In large departments where the inventory
was not taken in a single day, the stock in the reserve stock rooms
and in the warehouses was taken as closely as possible to the day on
which the floor stock was taken and precautions were instituted to
guard against inventory once counted in the reserve rooms and
warehouses being transferred to the floor and counted a second time.
In departments for which the pricing was done from unit control
records, the sheets were under the supervision of the controller's
office while the prices were being inserted as a precaution against
change in quantities. With respect to advance purchases, the pricing
was done in the controller's office.
On the day or days of inventory taking the independent auditor
had present a number of representatives (the number being determined by the size of the store) to observe that the method of taking
inventory was in accordance with the plans previously agreed upon
and that test counts were made by representatives of the controller's
office. T h e independent auditors did not make test counts themselves
of any portion of the inventory, their work being limited to observing that the methods and tests outlined were being followed.
In the case of another large department store considered by the
committee, it was found that the merchandise was listed by employees
of each department on inventory sheets which were then placed with
the merchandise on the counter or in the bin, drawer, etc. Inspectors, appointed from members of the store's staff not connected with
the handling or sale of merchandise, made test checks by comparing
the quantities shown on the inventory sheets with the quantities on
the counter, in the bin, etc., noting that the season letter, retail price,
etc., were correctly entered.
Representatives of the independent auditors visited each department of the store subsequent to the actual listing of the merchandise
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but before the inspectors had completed their test check. Certain of
the items tested were listed by the auditors for subsequent comparison
with the inventory sheets and with the merchandise on the selling
floor. After all tests were completed, the inventory sheets were
"pulled" by the inspectors, care being taken to place them in the
custody of designated persons not connected with the handling of
merchandise until computations could be made of the total amounts
of the inventory, by season letters, of each department. In the examination under consideration, the inventory sheets were sent to an
outside independent calculating company for computation. The
calculating company furnished the independent auditors with a
certificate and a summary showing the total dollar value of the
inventory by departments.
The dollar amounts of the items and dollar footing of each inventory sheet were not large. Furthermore, it was found that an adequate control could be exercised through a comparison of overage
and shrinkage figures and other data. Under these circumstances
the independent auditors deemed it necessary to make only minor
test checks of the extensions and footings of the individual inventory
sheets. T h e total inventory for each department, at retail value, as
shown by the inventory summary, was compared with the corresponding inventory controlling account. If a substantial difference was
revealed in any department which could not be accounted for, the
inventory of that department was taken.
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